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Abstract

The literature appears to have reached a consensus that financial globalization has had a
”disciplining effect” on monetary policy, as it has reduced the returns from – and hence the
temptation for – using monetary policy to stabilize output. As a result, monetary policy over
recent years has placed more emphasis on stabilizing inflation, resulting in reduced inflation
and greater output stability. However, this consensus has not been accompanied by convincing
empirical evidence that such a relationship exists. One reason is likely to be that de facto mea-
sures of financial globalization are endogenous, and that instruments for financial globalization
are elusive. In this paper, I introduce a new instrument, financial remoteness, as a plausibly
exogenous instrument for financial openness. I examine the relationship between financial glob-
alization and median inflation levels over an 11 year cross-section from 1994 through 2004, as
well as a panel of 5-year median inflation levels between 1980 and 2004. The results confirm a
negative relationship between median inflation and financial globalization in the base specifica-
tion, but this relationship is sensitive to the inclusion of conditioning variables or country fixed
effects, precluding any strong inferences.
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1 Introduction

This paper offers a contribution to the literature on globalization and macroeconomic performance.

To keep the analysis tractable, I restrict my attention to the potential impact of financial global-

ization, loosely defined as the phenomenon of increased international cross-holdings of assets and

its implied increased international asset substitutability. This phenomenon has led to a reduction,

but in no sense an elimination of, the so-called ”home bias” effect, whereby economic agents are

found to hold a disproportionate share of their asset portfolios in assets originating from their

home country. The relationship between financial integration and macroeconomic volatility is am-

biguous in theory. Volatility may increase in the wake of financial globalization, as agents may

rationally respond to enhanced risk-sharing opportunities by increasing the specialization of their

home country production bundles [e.g. Kalemli-Ozcan, Sørensen, and Yosha (2003)], or it may

decline, as in Caballero and Krishnamurthy (2001), where firms in countries with less-developed

domestic financial sectors may enjoy greater capacity to smooth investment.

In a series of recent papers, a group of researchers at the International Monetary Fund have

documented the fragility of the evidence of macroeconomic benefits of financial integration. Kose,

Prasad, and Terrones (2003a) demonstrate that the ratio of consumption volatility to income in-

creased during the 1990s for more financially-integrated economies. Kose, Prasad, and Terrones

(2007) demonstrate that financial globalization has led to little increase risk-sharing among emerg-

ing market economies, even among those that are relatively more financially integrated with the rest

of the world. Similarly, Kose, Prasad, and Terrones (2003b) demonstrate that consumption corre-

lations across countries did not increase in the 1990s, the period corresponding to rapid increases

in financial globalization, as would have been expected. Prasad, Rogoff, Wei, and Kose (2003)

also fail to find a statistically significant relationship between financial integration and growth or

a negative relationship between financial integration and consumption volatility. Indeed, they find

that in the short run, consumption volatility is positively related to levels of financial integration.
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Their findings have been corroborated in a number of independent studies. Buch, Doepke,

and Pierdzioch (2005) find no systematic relationship between financial integration and output

volatility. Bekaert, Harvey, and Lundblad (2006) do find that financial liberalization is associated

with reduced consumption volatility, but other studies have obtained different results, as in Fujiki

and Terada-Haiwara (2007), who demonstrate that increased financial integration is not measurably

associated with reduced consumption volatility in East Asian economies.

Stronger results for financial integration and macroeconomic volatility have recently been found

by Rose and Spiegel (2008), using financial remoteness, measured as the natural logarithm of great-

circle distance to the closest major financial center (London, New York, or Tokyo) as an indicator

of financial integration. Relative to other measures of financial integration in the literature, this

measure has the advantage of plausible exogeneity, particularly for their sub-sample that excludes

large countries, as small countries are unlikely to have had much influence on the geographic allo-

cation of world financial centers. Using this measure, Rose and Spiegel (2008) find an economically

significant relationship between financial remoteness and macroeconomic volatility that is positive

and usually statistically significant.

This paper applies the financial remoteness variable to the question of financial integration

and the quality of monetary policy outcomes. Obstfeld (1998) and Rogoff (2004) have argued

that increased international capital mobility could have a ”disciplining effect” on monetary policy.

Increased international asset substitutability reduces the effectiveness of using inflation as a source

of government revenues. Holding all else equal, this should reduce the inflationary pressure on

central banks and result in lower average levels of inflation.

In concentrating on financial globalization, there are a number of other components of global-

ization in a broad sense that may independently impact monetary policy that I ignore. For example,

Rogoff (2004) argues that increased competition worldwide has increased the slope of the Philips

curve, reducing the gains from, and hence pressure for, loose monetary policy. Alternatively, some
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have argued [e.g. Borio and Filardo (2007)] that increased goods tradability has left global, rather

than domestic capacity the relevant metric for measuring the output gap.1

Moreover, the rate of inflation is not directly tied to welfare, and therefore represents an

intermediate policy goal. For example, price stability is typically valued because it has been shown

to be associated superior overall economic performance. As such, one might wonder why it would

not be preferable to examine the relationship between financial openness and long-term economic

growth directly. One answer may be that it appears to be difficult to detect the growth benefits

of financial globalization, which may only appear over long time periods and may even be difficult

to detect in panels over long time periods in specifications that condition for institutional and

other domestic characteristics whose values may be a function of financial openness and leave little

explanatory power to the financial openness variable itself [Kose, Prasad, Rogoff, and Wei (2006)].

Empirical evidence for the disciplining effect on financial openness on monetary policy is rel-

atively limited. One notable exception is Tytell and Wei (2005), who examine the relationship

between de facto financial openness and monetary and fiscal discipline. They find that financial

openness is negatively related to average inflation, but has no measurable affect on the government

budget deficit.

In examining the relationship between financial development and policy outcomes, causality

is always in question. As an instrument, Tytell and Wei (2005) consider financial openness in

neighboring countries in the same geographic region, weighted by distance from the country in

question. They motivate using this instrument by noting that countries from some region of the

world, such as Latin America, have a disproportionate amount of financial interaction with common

countries, in this case the United States.2

1However, see Ihrig, Kamin, Lindner, and Marquez (2007) which questions the validity of the global capacity
hypothesis based on the domestic consumer price level’s lack of sensitivity to the foreign output gap.

2Tytell and Wei (2005) also move beyond a linear specification to allow for ”threshold effects” in macroeco-
nomic policies using a transition matrix approach. They find a significantly negative relationship between financial
integration and the probability of transitioning from a low to a moderate inflation regime.
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This paper uses the same de facto measure of financial integration as that used in Tytell and

Wei (2005), the sum of international capital outflows and inflows as a share of GDP using the Lane

and Milesi-Ferretti (2001) data set as the measure of capital flows. Kose, Prasad, Rogoff, and Wei

(2006) argue that this provides the best indicator of financial integration, as gross flows are less

volatile than net flows and are particularly appropriate as measures of risk sharing. However, the

analysis here differs from that in Tytell and Wei (2005) in that it makes use of financial remoteness

as a plausibly exogenous instrument for the level of financial integration.3 This instrument is not

time-varying, as the Tytell and Wei (2005) instrument is, but as we argue in Rose and Spiegel

(2008), it has a strong claim to plausible exogeneity. It seems possible that some shock, such as a

large change in the price of oil, could have common implications for capital flows within a region,

as well as macroeconomic policies within that region, depending on whether the region is a net

oil importer or exporter, that could be problematic for the instrument used in Tytell and Wei

(2005). Still, as one instrument is time-varying while the other is not, I view the analysis here to

be complementary to that done in their paper.

In addition, I introduce some conditioning variables not considered in Tytell and Wei (2005).

These latter extensions appear to have substantive implications. I largely confirm a negative re-

lationship between de facto financial openness and inflation for a univariate specification with or

without instrumenting, but these findings do not appear to be robust to conditioning for country

wealth or simply for introducing country fixed effects in a non-instrumented specification.

In the end, then, the results with this new instrument appear to be similar to much of the

existing literature: While there is clearly a negative univariate relationship between financial in-

tegration and monetary stability, and indeed one that appears to stand up to instrumenting to

address endogeneity issues, the importance of this relationship is very sensitive to sample specifica-

tion. In particular, both financial integration and monetary stability appear to be characteristics

3As a robustness check, I also follow Rose and Spiegel (2008) and consider financial remoteness as a possible
indicator of financial integration itself, with similar results.
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of well-functioning economies, but so are a myriad of other factors examined in the literature, such

as the level of development of the domestic financial sector, the quality of institutions, or indeed,

simply an economy’s level of GDP per capita. The prospects of ever isolating the role of financial

globalization empirically do not seem promising.

The remainder of this paper is divided into six sections. Section 2 provides a brief review of

the marked recent increase in financial globalization. Section 3 discusses normative implications of

financial globalization for monetary policy. Section 4 reviews monetary policy performance under

financial globalization. Section 5 introduces the new empirical evidence using financial remoteness

as an instrument. Section 6 concludes.

2 Scope of financial globalization

I follow the literature [e.g. Lane and Milesi-Ferretti (2001) and Prasad, Rogoff, Wei, and Kose

(2003)] in defining de facto financial openness as gross international asset positions as a share

of GDP, measured as the sum of stocks of external assets and liabilities of FDI and portfolio

investmentas a share of GDP. This is the measure advocated in (Kose, Prasad, Rogoff, and Wei,

2006).

As is well-documented, financial globalization according to this measure took off in both in-

dustrial and emerging market countries in the latter half of the 1990s [e.g. Lane and Milesi-Ferretti

(2003)]. There are a number of reasons for this dramatic upturn in international capital move-

ments: Technological progress has reduced the cost of acquiring and managing holdings of foreign

assets, and thereby increased investors’ demand for internationally diversified portolios. In addi-

tion, innovations in finance have increased the capacity for hedging investment positions, leading

to a proliferation of available international investment vehicles.

These flows have coincided with a large buildup of net surplus positions by emerging market
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Table 1: Summary Statistics

No. of Countries log(π) FinOpen FinRem ρ�;F inOpen ρ�;F inRem ρF inOpen;F inRem

Full Sample 127 1.67 53.59 7.71 -0.32 0.28 -0.34
[1.06] [74.89] [0.65]

High Income Countries 29 0.80 130.11 7.07 -0.30 0.10 -0.17
[0.51] [125.96] [0.83]

Average to Low Income Countries 98 1.93 31.72 7.87 -0.10 0.07 0.06
[1.04] [25.09] [0.49]

Notes: Statistics shown are for 11-year sample, 1994-2004. Standard deviation
reported in brackets. ρx;y � correlation of x and y.

Figure 1: Portfolio and FDI flows into China versus foreign reserves

Notes: Sum of portfolio, equity, and foreign direct investment (FDI) liabilities, and
foreign currency reserves excluding gold, in China from 1998 through 2006.
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Table 2: Cross sectional evidence on financial openness and inflation volatility

(1) (2) (3) (4) (5) (6)

Constant 1.745*** 2.288*** 2.171*** 1.889*** 2.240*** 2.383***
(0.381) (0.368) (0.353) (0.412) (0.382) (0.818)

FinOpen -0.006*** -0.003** -0.001 -0.016** -0.007 0.015
(0.002) (0.001) (0.002) (0.007) (0.008) (0.057)

TrdOpen 0.001 0.001 -0.000 0.009 0.003 -0.010
(0.002) (0.002) (0.002) (0.006) (0.005) (0.035)

Gov 0.009 0.001 0.003 -0.007 -0.003 0.017
(0.011) (0.010) (0.010) (0.015) (0.013) (0.050)

Pol 0.008 0.030* 0.037** 0.030 0.033** 0.039**
(0.017) (0.016) (0.016) (0.020) (0.016) (0.019)

Pop -0.000** 0.000 -0.000*** -0.000 -0.000 -0.000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

DomCrd -0.012*** -0.010**
(0.002) (0.005)

GDPC01 -0.000*** -0.000
(0.000) (0.000)

Observations 122 121 122 122 121 122
R-squared 0.15 0.28 0.31

Notes: Dependent Variable is log(π). 11-year cross section estimation with White’s
heteroskedasticity correction. Standard errors in parentheses. Models 1 through 3
report OLS estimation, while Models 4 through 6 report IV estimation with financial
remoteness used as an instrument for the FinOpen variable. *** significant at 1
percent confidence level. ** significant at 5 percent confidence level. * significant
at 10 percent confidence level.
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Table 3: 5-year pooled evidence on financial remoteness and monetary policy

(1) (2) (3) (4) (5) (6)

Constant 3.740 1.546*** 2.265*** 2.736*** 2.605*** 2.722***
(4.248) (0.564) (0.281) (0.310) (0.435) (0.507)

FinOpen 0.000 -0.000 0.000 -0.028** -0.031 -0.029
(0.001) (0.001) (0.002) (0.012) (0.024) (0.048)

TrdOpen 0.001 0.001 -0.006*** 0.007 0.008 0.007
(0.003) (0.003) (0.002) (0.008) (0.014) (0.027)

Gov -0.008 -0.010 0.002 -0.015 -0.017 -0.016
(0.014) (0.014) (0.008) (0.013) (0.018) (0.031)

Pol 0.032* 0.034* 0.034*** 0.030* 0.031 0.031
(0.018) (0.019) (0.011) (0.017) (0.021) (0.023)

Pop -0.000 -0.000 -0.000** -0.000 -0.000 -0.000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

DomCrd 0.004 0.003
(0.003) (0.008)

GDPC01 -0.000*** 0.000
(0.000) (0.000)

Observations 511 506 511 511 506 511
R-squared 0.74 0.74 0.31

Notes: Dependent Variable is log(π). 5-year pooled sample estimation by OLS
with White’s heteroskedasticity correction and clustering by country. Standard
errors in parentheses. Models 1 through 3 report OLS estimation, while Models 4
through 6 report IV estimation with financial remoteness used as an instrument for
the FinOpen variable. Country fixed effects are included in Models 1 and 2. ***
significant at 1 percent confidence level. ** significant at 5 percent confidence level.
* significant at 10 percent confidence level.
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Table 4: Robustness Checks
(1) (2) (3) (4)

Add de jure capital controls -0.006*** -0.015** 0.000 -0.033**
(0.002) (0.007) (0.001) (0.016)

Add trade remoteness -0.006*** -0.015** 0.005** -0.022**
(0.002) (0.006) (0.002) (0.010)

Use alternative instrument: ofcmingr -0.047 -0.076
(0.043) (0.107)

Exclude rich countries -0.003 0.016 -0.006 0.014
(0.005) (0.031) (0.005) (0.037)

Exclude very big countries -0.006*** -0.016** 0.000 -0.027**
(0.002) (0.007) (0.001) (0.012)

Exclude very small countries -0.012*** -0.017** 0.001 -0.029
(0.004) (0.008) (0.003) (0.018)

Drop Sub-saharan Africa -0.006*** -0.009* 0.001 -0.022*
(0.002) (0.005) (0.001) (0.011)

Drop Latin America & Caribbean -0.006*** -0.017** 0.001 -0.021**
(0.002) (0.007) (0.001) (0.009)

Notes: Dependent Variable is log(π). Table reports coefficient estimates for
FinOpen variable. Coefficient estimates for full specification available upon re-
quest. Standard errors are shown in parentheses. Models 1 and 2 report results for
11-year cross section, while Models 3 and 4 report results for 5-year panel. Models
1 and 3 estimated by OLS while Models 2 and 4 by IV with financial remoteness
variable used as an instrument for FinOpen variable. Country fixed effects included
in Model 3. *** significant at 1 percent confidence level. ** significant at 5 percent
confidence level. * significant at 10 percent confidence level.
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Figure 2: Average Inflation 1998-2007, industrial and emerging market economies
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Source: International Financial Statistics, IMF
Notes: Average inflation rates from 1998 through 2007 for 22 industrial countries
and 24 emerging market economies. Lists of included countries available upon
request.
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Figure 3: Std. Dev. of Inflation 1998-2007, industrial and emerging market economies
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Notes: Standard deviation of inflation rates from 1998 through 2007 for 22 industrial
countries and 24 emerging market economies. Lists of included countries available
upon request.
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